
TABLE ill-4
CURRENT RATES IN TEXAS

SOUTHWESTERN BELL
RATE RES. BASIC TAX, TOTAL
GROUP SUB RATE 911, COST

1 331436 8.15 6.55 14.70
2 431335 8.35 6.55 14.90
3 398009 8.80 5.47 14.27
4 768404 9.10 6.91 16.01
5 511195 9.35 6.65 16.00
6 858102 9.85 6.63 16.48
7 647623 10.40 7.24 17.64
8 1058599 11.05 6.21 17.26

SWB 5004703 9.68 6.55 16.23

GTE 1040000 7.35 6.55 13.90

TOT 6044703 8.02 6.55 14.57

SOURCE: National Association of Regulatory Utility Commissioners, Bell Operating
Comwnies Exchenge Service Te1ephoDc B'., December 31, 1994, for lines aDd basic rates
for Southwestern Bell. Public Utility Commission of Texas, PUC Anm,,' Rcjzon, Regulated
Utilities in Texas aDd Texas Telephone Rates, for GTE aDd ContiDenta1. McMaster, Susan E.
aDd James Laude, Bcfemce Book: Rates. Price '••. apt Household Expenditures for
Te1q?hone Service (Industry Analysis Division, Common Carrier Bureau, Federal
Communications Commission, November 1995), AppeDdix 2 for Tax, 911, TouchtoDe. The
statewide average is assumed for rate groups 1 and 2 and for GTE aDd Continental. The ODe
percent of income number is $1 higher than that estimated by "Comments of Southwestern BeU
TelephoDe Company, " In die MetTC1 of fedml-8tatc Joint Board on Universal Service, Before
the Federal Communicatioas Commission, FCC 96-93, CC Docket No. 96-45, April 12, 1996,
Attachment 4, to accouDt for income growth from 1993 average to year-end 1994 income, which
is the time period for the rates.
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TABLE m-5:
INCOME AND TELEPHONE SUBSCRIPTION IN TEXAS

% OFHH BASIC % OF ALL % OF
WITH A SVC.AS HHW/O ALLHH
PHONE A %OF A PHONE

MID POINT
INCOME

LT5000 67.28 7.0 26.90 5.65
5 TO 7499 74.66 2.8 18.78 5.65
7500 TO 9999 84.30 2.0 9.64 5.29
10000 TO 12499 87.05 1.6 9.14 6.28
12500 TO 14999 80.00 1.3 12.18 4.98 ...
15000 TO 19999 89.53 1.0 9.14 7.99
20000 TO 24999 95.57 .8 4.57 10.06
25000 TO 29999 97.50 .6 2.54 10.11
30000 TO 34999 95.24 .5 4.06 8.30
35000 TO 39999 97.44 .5 1.52 5.91
40000 TO 49999 98.13 .4 1.52 8.14
50000 TO 59999 100.00 .3 .00 6.33
60000 TO 74999 100.00 .3 .00 6.07
75000 OR MORE 100.00 .2 .00 9.23

TOTAL 90.73 100.00 100.00 100.00

SOURCE: Bureau of die Census, Current popllatjon Survey; November 1m, Washington,
D.C., 1995

We can flip this observation U'OUDd to DOte that die overwhelming majority ofhouseholds

without telephone service are low income households. For example. although only 12 percent

of households bave income below $7.500. we find that 45 percent of all those without telephone

service are in this group. Moreover. although less than one quarter of all households have

incomes below $15.000. over three quarters of all households without telephone service have

incomes below this level.
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Second, we have observed that only when the cost of service drops well below one

percent of income in the aggregate does the telephone penetration rate begin to exceed high

levels 95 to 100 percent. This is a demanding goal. For lower income groups, .7 percent of

income is a relatively small figure, compared to average rates. For the lowest income category,

1 percent of income is only $1 to $3 per month. Even at the limit of poverty level income

($15000), 1 percent of income is just $12.50 per month, 15 percent less that current average

rates in Texas.

E. CONCLUSION

It is clear that for households at the lower end of the income distribution, telephone

service is simply DOt affordable by both measures of affordability - the percentage of households

without telephone service and the burden that having telephone service places on household

budgets. Large percentages of households at this income level do not subscribe to service and

those that do are forced to devote a disproportionately large share of their iDcome to pay for

basic service.

We recommeDd that tile Commission adopt tile 1011I run goal of haviDa just about all

households (98 percent) in Texas subscribe to a comprehensive packale of core service (as

described in Table m-3) at rata that are just and reasonable and affordable to all subscribers.

We believe that this will require policies to maintain affordable rates overall and allow lower

income households. cousumers with disabilities aDd consumers in high cost areas to purchase

services at discounts that reduce the burden of those services to approximately .7 percent of

income.
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IV. RATE REBALANCING AND UVENVE REPLACEMENT
ARE BAD ECONOMIC poLICY

A, AFFQRDAB'·E SERVICE FOR ALL CONSUMERS

While much of the attention in the current universal service policy debate focused on

subsidies and targeted programs, the Commission should never lose sight of the fact that

universal service starts with just, reasonable and affordable rates for average citizens. In fact,

the Commission's third question cuts right to the heart of the economic matter.

3. TO DETERMINE WHETHER UNIVERSAL SERVICE PROVISION
HISTORICALLY HAS BEEN ACHIEVED BY LOADING MUCH OF THE
COSTS OF LOCAL SERVICE PROVISION ONTO NON-RESIDENTIAL
LOCAL AND LONG DISTANCE CALliNG RATES, WILL IT FIRST BE
NECESSARY TO DETERMINE WHAT ACTIJAL SERVICE PROVISION
AND SERVICE COSTS ARE?

It is absolutely critical to determine not only what the claimed costs of service are but

also what the efficient cost of local service would be and what the joint and common costs across

current and future services will be. Claims about the level and recovery of costs must be

scmtinized with great care.

1. THE CONSUMER VIEW OF COST RECOVERY

The policies that have broulht the state to a penetration rate over 90 percent were not

the targeted programs tbat now receive so much attention; they were an approach to pricing

basic service that kept it affordable. As noted earlier, there were two key components to this

policy, keeping the overall revenue requirement under control by only allowing just and

reasonable rates and by recovering u large a share as possible of joint and common costs from

non-basic services.
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The economic and regulatory underpinnings of this policy have not been altered by

federal or state law. Just and reasonable is the law of the land, buttressed now by the addition

of affordable. The fact that telecommunications service providers are contemplating the

integration of more services into existing networks should only make it easier for Commissions

to spread the fIXed costs of the network to a growing body of network users and uses.

Above all, the Commission should view the loop (the wires that connect the end-user to

the network and are used to complete all telephone calls - local, intraLATA long distance, and

interLATA long distaDCe - and to provide enhanced services) as a shared facility.17 If the loop

were not provided by the existing local exchange companies, telecommunications service

providers would have to build their own loops, or rent the use of some other loop in order to

sell their services to the public. Because the loop is a joint and common cost shared by

competitive and non-competitive services, it is subject to Section 2S4(k).

The language of section 2S4(k) could DOt be more precise - basic service can bear. at

most. a reasonable share of joint and gmgnon costs. Congress went wen beyond a formal

defmition of cross-subsidy, however, to state a clear public policy preference for cost allocators

when it required "cost allocation rules, accounting safeguards. and guidelines to ensure that

services included in the definition of universal service bear no more than a reasonable share of

the joint and common costs of facilities used to provide those services."

17Richard Gabel, The Impact of Pmnium Telmhonc Services on the Technical Desip.
Operation and Cost of Local Exchange Plant (Public Policy Institute. American Association of
Retired Persons. 1992).
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The Conference Report makes a point of stating that in adopting Section 2S4(k) the House

is accepting the Senate language. II The Senate report made it clear that a reasonable share of

joint and common costs was the maximum that should be included in the rates for universal

service, but that less could be allocated to these services.

The Commission and the states are required to establish any necessary cost
allocation Nles. accounting safeguards. and other guidelines to ensure that
universal service bears no more than a reasonable share (and may bear less than
a reasonable share) of the joint and common costs of facilities used to provide
both competitive and noncompetitive services. 19

The telecommunications network bas always been typified by substantial joint and

common costs between services - including local. long distance and enhanced services.

Sharing of joint and common costs is the linchpin of the 1996 Act. We believe that affordability

can only be assured where there is a direct lint between the expansion of utilization of die

network -- the growth of information. data and video services - and declining costs for basic

access. As the network is tilled up with enhanced and discretionary services. the cost of

network access and plain old telephone service will decline for all people. if the link between

use and basic service rates is well-crafted. In a sense. economies of scope - the sharing of

facilities between different services - can play the role that economies of scale played in the

early days of the industry.

l'Conference Report. p. 134.

19Conference Report. p. 129.
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It is not only consumer advocates who take this view of the loop,2O but even some local

companies point out charges for the use of the loop represent the recovery of joint and common

costs. 21 State regulators also take this view. 22

20"Comments of the National Association of State Utility Consumer Advocates,"~
Matter of Federal-State Joint Board on Universal Service, Before the Federal Communications
Commission, FCC 96-93, CC Docket No. 96-4S, April 12, 1996 (hereafter NASUCA), p. 17);
"Initial Comments of the Office of the Ohio Consumers' Utility Counsel," In the Matter of
Federal-State Joint Board on Universal Service, Before the Federal CommunicatioDS
Commission, FCC 96-93, CC Docket No. 96-4S, April 12, 1996 (hereafter OCC), p. 3; OPUC,
Texas, p. 4.

21"Comments Bell Atlantic," In the Matter of federal-SteM Jog Board on Universal
Service, Before the Federal Communications Commission, FCC 96-93, CC Docket No. 96-4S,
April 12, 1996 (hereafter Bell Atlantic), p. 11-12 aDd NYNEX, p. 3.

22"COJDJDents of the State of Maine Public Utility Commiuion, the State of Montana
Public Service Commission, the State of Nebraska Public Service Commission. the State of New
Hampshire Public Utilities Commission, the State of New Mexico State Corporation
Commission, the State of Utah Public Service Commission, the State of Vermont Department
of Public Service aDd Public Service Board, and the Public Service Commission of West
Virginia" In the Matter of Federal-State Joint Board on Universal Service, Before the Federal
Communications Commiuion, FCC 96-93, CC Docket No. 96-4S, April 12, 1996 (hereafter
Maine, et al.), p. 18; "Comments of the Idaho Public Service Commission" In the Matter of
Federal-State Joint Board on Universal Service, Before the Federal CommunicatioDS
Commission, FCC 96-93, CC Docket No. 96-4S. April 12, 1996 (hereafter Idaho), p. 17);
"Comments of the Public Utility Commission of Texas" In the Mager of Federal-Stew Joint
Bovd on Universal Smic;e, Before the Federal Communications Commission, FCC 96-93. CC
Docket No. 96-4S. April 12, 1996 (hereafter Texas), p. ii; "Initial Comments of the
Pennsylvania Public Utility Commission to the Notice of Proposed Rulemaking and Order
Establishing Joint Boardtt In the Matter of FederaI-StaW Joint Board on Universal Service,
Before the Federal Communications Commission, FCC 96-93, CC Docket No. 96-4S, April 12.
1996 (hereafter PenDsylvania), p. 7.; Florida, p. 22; "Initial Comments of the Virginia
CorporatioD Commission," In the Matter of Federal-State Joint Board on Universal Service,
Before the Federal Communications Commission, FCC 96-93, CC Docket No. 96-4S, April 12,
1996 (hereafter Virginia), p. S; "Comments of the Staff of the Indiana Utility Regulatory
Commission" In the Matter of Federal-StaW Joint Board on Universal smice, Before the
Federal Communications Commission, FCC 96-93, CC Docket No. 96-4S, April 12, 1996
(hereafter Indiana), p. 9.
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2. THE INDUSTRY VIEW OF COST ALLOCATION - RATE REBALANCING

Local exchange and long distance companies (IXCs) have taken a dramatically different

view of cost allocation under the new law. They have argued that basic service rates must be

raised to cover their estimates of embedded costs of local service. These estimates of embedded

costs of basic service include 100 percent of the loop costs, even though long distance and

entumced services use the loop and a variety of video and other services are likely to use the

loop in the future.

The LECs and IXCs claim that there are billions of dollars of "subsidies" embedded in

current rates. They calculate this number by comparing current rates for core services - basic

local service - to the current embedded cost that the local exchange companies claim they incur

for these core services.

In arriving at this estimate, most of the LEes aDd IXCs make a fundamental, flawed

assumption about the loop. The LEes and IXCs coDleDd that the costs of the loop should be

billed only to core services (.iL local service) and not to the other services which use the loop.

Both the LECs and IXCs claim that the costs of the loop are currently recovered by levying

access charges on tbe IXCs and collecting mark-ups on tbe prices cbarged for enha..,.,t services.

The LEes claim tbat some ratepayers are the beDeticiaries of the subsidy, while others

are the source of the subsidy. UDder the LEC view of the rate structure, ratepayers who receive

core services below costs but do Jml buy a lot of enhanced or long distance services are net

winners; those ratepayers who buy a lot of enhanced aDd long distaDce services are net losers.

The LECs also claim that this pattern of subsidy flows is unsustainable in the face of
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competition. They contend that competitors will attack the services and areas priced above cost,

cutting off the availability of funds to support below-cost pricing of other services or areas.

The LECs demand that they be kept whole in the transition to competition. If the charges

that IXCs pay for the use of the loop are reduced, the LECs want to raise rates for core services

dollar-for-dollar. For enhanced services, they want to raise the rates of services they feel are

under-priced and lower the rate of services they feel are over-priced (i&a. engage in rate

rebalancing). If the LECs are unable to engage in rate rebalancing through regulation or the

marketplace, they want to be made whole from a "social fund." Although basic rates are capped

in for electing companies for four years we expect LECs to make similar claims in Texas.

Therefore, we devote the remainder of this section and the Dext two sections to an evaluation

of the economic, legal and social impact of rate rebalancing.

B. EVALUATING TAl'iE ECONOMIC CLAIMS FOR RATE REBALANCING

Underlying the claim for rate rebalancing made by the LEes are economic and legal

arguments. The LEe's claim that all of their booked costs for the local exchange service and

network access should be recovered in the basic monthly rates for core services. They go on

to claim that a vast pool of stranded or potentially straDded costs must also be recovered, either

in rates for montbly service or from universal service funds. 13

The Commission's fourth question frames this debate properly when it recognizes that

any cost reallocation and rate rebalancing must be based on careful studies of costs.

230TE Oklahoma, "Universal Service in a Competitive Environment," p. 24; SWBT,
Initial, p. 24.
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4. IF IT IS NECESSARY TO IDENTIFY AND REALLOCATE COSTS AND
RATES BEFORE ADDRESSING UNIVERSAL SERVICE SUBSIDIES, WHAT
SORT OF INFORMATION WILL BE NEEDED TO ACCOMPUSH THESES
TASKS? WHAT TYPE OF COSTS STUDIES SHOULD BE USED AS THE
BASIS FOR SUCH REALLOCATION? DO SUCH STUDIES CURRENTLY
EXIST OR WILL NEW COSTS STUDIES BE NECESSARY? HAS
COMPARABLE INFORMATION BEEN SUBMITIED IN PAST RATE
PROCEEDINGS? PLEASE BE SPECIFIC IN YOUR DESCRIPTIONS OF THE
INFORMATION NEEDED AND ANY PROCEEDINGS (AND SPECIFIC
TESTIMONY) PAST OR NOW UNDERWAY WHICH YOU FEEL ARE
APPROPRIATE FOR nus USE, AND SUGGEST A WAY THAT THE
COMMISSION COULD SECURE INFORMATION EFFICIENTLY AND
EXPEDITIOUSLY.

We believe that there are two fundamental economic: reasons that local exchange rate

rebalancing which increases the cost of basic monthly service in anticipation of expanded

competition in telecommunications networks is unnecasary and would be anti-eompetitive.

First, the costs claimed by the LEes are vastly overstated. Any policy which

institutionalizes these costs in basic rates would give them a huge windfall of economic resources

and reward their strategic investments that were intended to provide competitive and eDhanced

services.24 If the Commission reba1aDces rates to cover investments made in anticipation of

competition, or to cover inefficiencies, LEes will be able to recover costs from ratepayers that

should either recovered from competitive services, or not at all.

Second, UDder the new federal law, local excbange companies will be allowed to utilize

the very same facilities to deliver a number of new services, including interLATA long distance

24Two recent public utility commission proceedings underscore this observation, see
"Fifteenth Supplemental Order: Commission Decision and Order Rejecting Tariff Revisions:
Requiring Reftling," Wasbjnpm Utilities and TPnvmation CnrnmjAion v. US West. Inc.,
April 10. 1996, p. 9; and "In Re: U S West Communications Inc.," State of Iowa. Department
of Commerce. Utilities Board, Docket No. RPU-9S-10, May 17, 1996, p. 26.
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and video services. Even if local exchange companies lose some market opportunities to recover

their joint and common costs in local markets, they have gained many opportunities in other

markets. Rate rebalancing would indemnify these common costs against the very competition

that they are supposed to face.

1. THE GROWING EVIDENCE ON THE CAUSE OF THE DIVERGENCE
BETWEEN EMBEDDED AND EFFICIENT COSTS

Rigorous cost analysis is necessary to ascertain what the level of costs of an efficient

network would be. The claimed costs of local exchange companies have come under

increasingly close scrutiny that reveals that these costs are not consistent with the costs that an

efficient provider of local telephone service would incur.

There are at least four available models for estimatiq the cost of providing telephone

service efficiently which have been utilized extensively in recent federal and state regulatory

proceedings -- the Benchmark Cost Model developed by a consortium of local and long distance

companies, the LECOM model, developed by David Gable and generally utilized as expert

testimony by Offices of Public Counsel. the Hatfield model which bas been utilized by long

distance companies, and the proprietary models employed by the LEes.

Table IV-I shows comparisons between the claimed costs of the local exchange

companies and the estimates of costs in a number of states. It is quite clear that substantial

differences exist. Commission and third party estimates show differences on the order of $1S

to $17 between embedded costs and efficient costs.

It should be stressed that each of the figures included in Table IV-I is an estimate of the

total cost of providing local exchange and network access services. All the joint and common
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costs deemed necessary by the modeler to provide local dialtoDe, local usage and long distance

access. as weD as enhanced services are included in the estimates. There has been no allocation

of costs to other jurisdictions. Thus. in addition to the differences in estimates of the cost of

local service. we believe that a substantial part of these costs should be allocated to the non-basic

and non-local services which use the Detwork.

2. EXPLAINING THE GAP BETWEEN EMBEDDED AND EmCIENT COSTS

A number of factors may be contributing to the differences between the LECs' claimed

embedded costs and efficient costs including: ....

• Misreported costs

• Misallocated costs

• Excess profits

• Inefficiencies

• Strategic investment

• Outmoded costs

The PUC is not obligated to eDSUre or even allow the recovery of misallocated or

inefficient costs or strategic: investment. NODe of these costs deserves support from the universal

service fund.
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TABLE IV-I
ESTIMATES OF TSLRlC COMPARED TO EMBEDDED COSTS ($/MONTH)

AREA THIRD PARTY BCM ARMIS

SOURCE AMT MCI ARMIS EMB.

NATIONAL HATFIELD I 21.35 16.71 23.04 32.96
HATFIELD II 17.25

PA HATFIELD I 18.34 14.67 20.24 30.16
HATFIELD II 15.08

UT HATFIELD I 14.83 15.09 28.01 37.93
HATFIELD II 16.45

CO HATFIELD I 15.83 18.71 25.80 35.72
HATFIELD II 17.84

CA HATFIELD I 14.94 13.09 18.05 27.97
HATFIELD II 13.49

WA COMMISSION 10.50 17.02 23.48 33.40
HATFIELD I 11.IS

FL COMMISSION 19.00 14.79 20.40 30.32
HATFIELD II 17.11

IN LECOM 18.22 14.93 20.58 30.50
HATFIELDn 16.63

ME LECOM 22.9624.83 34.24 44.16
HATFIELD II 19.32

IA COMMISSION 15.55 22.90 31.58 41.50
HATFIELD II 16.33

TX HATFIELDD 16.96 18.23 25.14 35.06

NOTES: See text for a desciiption of me cost estimates aDd what they contain.

SOURCES:

NATIONAL: SCM - Am;bmatk Cost ModcJ: A loa SuhmiHion by MCI Communications
Inc.. NYNEX Cog)oration. Sprint CO(QOI'Ition. U S West. Inc., CC Docket No. 80-286,
December 1, 1995.

Hatfield: I - Hatfield Associates Inc.• The Cost of Basic t1DjyersaI Seryice, July 1994, p. 4; II
-Hatfield Associates Inc., The Cost of Basic Network Elements: Theory. Modelg 3m Policy
Implications, March. 1996.
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ARMIS EMBEDDED - "Comments U S West Inc.," In the Matter of Federal-State Joint Board
on Universal Service, Before the Federal Communications Commission. FCC 96-93, CC Docket
No. 96-45, April 12, 1996. Schedule 3. MCI, Sprint, USW and NYNEX Benchmark Cost
Model, CC Docket No. 80-286, December 1, 1995.

STATES:

ALL HATFIELD II: Hatfield and Associates, Hatfield Model: Version 2.2. Release 1, May 30,
1996, included as Appendix D to Rmly ComlOOlts of AT&T

PA - "Hatfield Associates, Inc. on Behalf ofMCI Telecommunications Corporation and AT&T
Communications of Pennsylvania. A Model for Determining the Cost of Basic Universal Service
in Pennsylvania," before the Pennsylvania Public: Utility Commiuion. AdvaOCed Notice of
Proposed RUlemakina BE formal Investjaation To l2.minc and Establish Updated Universal
Service Principles and Policies for IelecnmJJJWJigtions Services in the Commonwealth, Docket
No. L-009050102, July 17, 1995, Attachment 10.

UT - "Direct Testimony of Robert A. Mercer, AT&T Communications of the Mountain States."
before the Public Service Commission of Utah, In the Matter of the Reg,yest for Aaencv Action
of Phoenix Fiberlink of Utah Inc. for Authority to Provide IntnlItitc Telecommunications
Services in the State of Utah· In the Matter of the Ap»lication of EIectric Li&htwave IDe. for
Authority to Compete as a Telecommunications COl])OJ'Jtion and to Offer Public
Telecommunications Services. In the Maner of an Investiption intg Co-Location and Expanded
Interconnection. U S West Communications CUSWC) Advice Letter 95-16. Docket Nos. 95
2206-01, 94-22-2-01. 94-999-01, 95-Q49-TI6, Auaehment 3.

Co - "Direct Testimony of Robert A. Mercer. AT&T Communications of the Mountain States
and MCI Telecommunications Corporation" before the Public Utility Commission of the State
of Colorado, In the Matter of Prom. Rules Rcaardig Inmlemc;ntation of S. 40-15-101. ET
SEQ -- ReQUirements Rclatipa to Universal Service and the Colorado Hip Cost fund, Docket
No. 95R-558T, February 2, 1996, Attachment 3.
CA - "Testimony of Robert A. Mercer on Behalf of AT&T Communications of California, Inc.
(U 5002 C) and Met Telecommunications Corporation (U SOli C)," before the Public Service
Commission of the State of California. Rulcmakjna on the CommjHion's Own Motion into
Universal Seryjce and to Comply with the Mandates of AssembLY Bill 3643. Investiaation on the
Commjlsion's Own Motion into Universal Service and to Comply with the MaMateS of
Assembly Bill 3643, Docket Nos. R.95-o1-020 and 021, April 17. 1996, Attachment 4A.

WA - "Direct Testimony of Robert A. Mercer. AT&T Communications of the Pacific
Northwest, Inc." WasbinlW' Utilities and Ipmgnrtarion Commission v. U S Wqt. Inc.,
Docket No. UT-9S0200, August 11, 1995, Attachment 3A.

FL - "Order No. PSC-95-1S92-FOF-TP," before the Florida Public Service Commission, ID..&c;.
Determination of (undina for Universal Service and Carrier of las Resort Responsibilities,
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Docket No. 950696 - TP, December 27, 1995, p. 32, states that "The record demonstrates that
Southern Bell's average cost for a residential line is "somewhat less than $19 a month. '"

WA - "Fifteenth Supplemental Order: Commission Decision and Order Rejecting Tariff
Revisions: Requiring Reflling." Washigton Utilities and Transportation COmmission v. U S
West. Inc., April 10. 1996, p. 9 states, "USWC's own data show little cost difference between
its rural and urban service territories. The Commission directs the Company to eliminate
extended area service surcharges and establish a statewide residential rate of $10.50 per month,
the average i effect today. The S10.50 rate covers the cost of local residential service and
provides a substantial contribution to shared and common costs.

LECOM: IN - David Gable, Current Issues in the Pricig of Voice Tele.phooe Services
(American Association of Retired Persons, 1995), p. 17, and "Testimony of David Gable,
Indiana Utility Regulatory Commission, In the Matter Qf a Petition of ItMijana Bell Tele.phooe
and Telgrapb CQmpany. Incomoratecl. fQr the CommjHion to Decline tQ Exercise in Pan Its
Jurisdiction Qver Petitioner's Provision Qf Basic Local Excbaoae Service. to Utilize Alternative
Replatoa Procedures for Petitioner's Prpvjsion Qf Basic l.DcaI Excba0B Service and Canier
Access Service. and to Decline to Exercise in Whole Its Jurisdiction Over All Otber
Telecommunications Services and EQuiPment pumgm to IC 8-1-2-6, Cause NQ. 39075;

LECOM: ME - "Testimony Qf David Gable," State Qf Maine Public Utilities CQmmission. k
Investilation Into Replatoa Alternatives for me New EoliaN TelmJ100e CQJDPIAY's,Docket
No, 94-123 aN Frederic A, Pease. El, Al, V, New En"apd Te1mJ1ooe Company RmueWol
Commiyion Investiption of the Level of Reveuues SeiDl Farpcd bv NET aN DeterminatiQn
of Wbetbcr Toll and Local Rates Sbould be Mgt, Docket No, 94-254, December 13, 1994,
Exhibit 2. An earlier version Qf this table included an estimate Qf the long run incremental cost,
not the total service long run iDcrementaI cost of local exchange service.

IA: "InRe: US West Communications IDe,," SrateofIQWI. Dgnmem ofCmmpen;e, Utilities
1kwlI, Docket No, RPU-9S-10, May 17, 1996, p. 26,

Table IV-2 preseDlS two estimates of the importaDCe that these factQrs play in explaining

the gap between embedded costs and the cost Qf proViding efficient telephone services. One

estimate uses materials from a rate case in Indiana, whicb saw extensive evidence on CQst

analysis develQped. That case was settled with a rate reductiQn fQr local service of

approximately S3,00 per month, including the elimination Qf the state subscriber line charge.
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The second estimate uses recent national numbers developed primanly for the FCC s uruversal

service and local competition proceedings. Both show that the gap can be readily explained by

four factors.

Excess profits are a primary source of the problem. In the Indiana case, the company's

underlying cost model relied on a cost of money of 12.67 percent. The People's Counsel

estimated the cost of money at less than 10 percent. At the national level, we have documented

excessive profits for local exchange companies on the order of $S to $6 billion for the past

several years.2.5 Including tax effects, this equates to approximately $5 per month.

Strategic costs are a second major compouent of the gap. These are assets deployed

primarily to meet demand in competitive segments or non-telecommunications businesses. The

FCC bas recently recognized that this is a massive problem. with huge qwmtities of underotilized

fiber and switching capacity deployed throughout the network.26 In Indiana, the People's

Counsel conducted a close review of the allocators used to assign costs to the residential class

and found gross overallocation of plaDt to that category.27 Amona the major categories of

strategic investment were pair gain teehnolOl)' to enhance Centrex offerings (also identified at

the national level as a problem), system signallq seven and ISDN costs primarily meeting

business needs, switching costs allocated on the basis of average use. rather than peak use.

These analyses demonstrate that between 10 and 20 percent of the total plaDt in service bas been

deployed for these strategic investments. This works out to between 53.00 and $4.00 per month.

2.5Mark N. Cooper. MUkjp' tIM; MOIM)J1Oty: Excess fepjpg aM Divmification of the
Baby Bells Sjnce Divestiture, (Consumer Federation of America. February 1994)

26Similar cooclusioDS are reached in "Testimony of Richard Gable." Appendix vn. State
of Maine, Public Utilities Commission, Be: Inyestilation Ipto New EOllaM Telej)hone
Company's cost of Service am Rate Desip. Docket No. 92-130

27"Testimony of Harold L. Rees, Public's Exhibit No.3," p. 44, both in State oflndiana.
Indiana Utility Regulatory Commission, In the Matter of a Petition of !gUaM Bell Tele»hone
am TeJemph Company. IpcQIporated. for tIM; CnmmjHion to Decline to Exercise in Part its
Jurisdiction over Petitioncfs Provision of Basic Local ExchagU Service. to Utilize Alternative
RegulatoD' Procedures for Petitioner's Provision of Basic Local ExcbaOU Service and Carrier
Access Service. and to Decline. to Exercise in Whole its Jurisdjction Over All Other
Telecommunications Services and Eqyipment Purmant to IC 8-1-2-6. Cause No. 39075



TABLE IV-2
RECONCIliNG EMBEDDED COSTS WITH EFFICIENT COSTS
LOCAL RESIDENTIAL TELEPHONE SERVICE

INDIANA NATIONAL

(a) (b)
30.25 33.00
(c) (d)

2.25 S.OO
(c) (e, t)
3.00 3.00

(c) (t)
4.00 4.00

(c) (c)
4.SO 4.50

(c) (g)
1.00 - 2.00 6.00

13.SO - 14.50 10.SO

1. EMBEDDED COST

2. EXCESS PROFIT

3. STRATEGIC INVESTMENT

4. INEFFICIENCY

S. MISALLOCATED TOLL

ENHANCED/BUSINESS

6. LOCAL RESIDENTIAL
COST OF SERVICES
[1-(2+3+4+5)]

TSLRIC ESTIMATES

LOCAL RATES
(EXCLUDING TAXES)

SOURCES: See text for discussion.

(h)
14.93 - 18.22

(a>
15.35

(i)
16.71 - 21.35

(j)
16.80

(a) Converted to a Montb1y per tiDe buis from "Testimony of Trevor R. Roycroft, Public's
Exhibit 1," pp. 134-136, in State of India., India. Utility RepIatory Commission, 1IUIlc
Maner of a Petj&ion of !pdin Bell Tel'" and Tel•• Company. Incomorated. for the
CnmmiMion to Qeclim to Exercise in Pan its JuriJdjctiOD over Petjtjoacr's Provision of Basic
Local £lea,. Seryjce. to Utili" AltmJatiye BcnIatoty Procedures for PetitioQCr's Provision
of Buk Local E's'lfpn Seryice and Canier Access Service. ,nd to Decljpc to Exercise in
Whole its Jurildiction Oyer AU 0Iber TcJemnrnupieJions Services ,nd EQyjpmem J)um"ot to
IC 8-1-2-6. CanS No. 39075

(b) "Comments of U S West, Inc.," In the Matter of Fedmi-State Joint Board on Universal
Service, Before the Federal Communications Commission, FCC 96-93, CC Docket No. 96-45,
April 12, 1996, Scbedu1e 3.
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(c) "Testimony of Harold L. Rees, Public's Exhibit No.3," p. 44, both in State of Indiana,
Indiana Utility Regulatory Commission, In the Matter of a Petition of Indiana Bell Telephone
and TelemPb Company. IncQ11Nrated. fQr the CQmmissiQn tQ Decline to Exercise in Pan its
Jurisdiction over Petitioner's Provision Qf Basic Local Exchan,e Service. tQ Utilize Alternative
Rewlatory Procedures fQr Petitioner's PrQvisiQn Qf Basic Local ExclJan&e Service and Canj;r
Access Service. and tQ Decline tQ Exercise in WhQle its Jurisdiction Over All Other
TelecommunicatiQns Services and Egyipm;nt Pursuant to IC 8-1-2-6. Caus NQ. 39075

(d) Mark N. Cooper, Milkjna the MQl1Oj)Oly: Excess Umin,S and Diversification of th; Baby
&l1s Since Divestityre, (CQnsumer Federation Qf America, February 1994)

(e) Lee Selwyn. Analysis Qf Incymbent LEe Embedded Investment (ETI. May 1996), Table
6; Kenneth C. Baseman and HarQld V. Gieson. Demeciation Policy in the Telecnmmynications
Industry: Implications fQr Cost Recoverv bv Local WhanG Carriers (MiCRA, December,
1995).

(t) Hatfield Associates. The Cost of Basic Network Elements: 1beory Mo4elina and PQlicy
Implications, March 1996, Table 5.

(g) Susan M. Baldwyn and Lee L. Selwyn. The Cost Qf Universal Service: A Critigl
Assessment of the Benchmark Cost Model (ETI. April. 1996). p. 76, shows approximately 20
percent Qf Qperating expenses resulting from the acceleratiQn of depreciatiQn due to pursuit Qf
cQmpetitive and business services and marketing expenses targeted at business services.

(h) David Gable, Current Issues in the PrieR Qf VQice TelChone Services (American
AssociatiQn Qf Retired Persons, 1995), p. 17, and "TestimQny Qf David Gable, Indiana Utility
RegulatQry CQmmission, In the Matter Qf a Petitjon Qf lpdi,D' Bell TeJmhooe and TeJemph
Company. Incomorated. for the CnmmiHiQn to DecliDc to Exercise in Pan Its Jurisdictiop Qver
PetitiQner's Provision Qf Basic Local Excbanle Service. to Utili" Altcrpative Rel\llatoty
Procedures for PetitioDC1"S Provision Qf Basic I.qcaI ExcbeOle Service and Carrier Access
Service. and to Declipc to Exercise in WboIe Ita Jurisdjction Oyer All Otber
Telecommunicatiops Services and Eg,yiPJRcnt pynn'm to Ie 8-1-2-6, Cause No. 39075; SCM
-Benchmark Cost Model: A loiDl Syhrnjpinp by MCI Cqmmupjqtiops Inc.. NYNEX
Cmporatiop. Sprint Cogporation. U S West. Ig;., CC Docket No. 80-286, December 1, 1995.
Hatfield n - Hatfield Associares IDe., 1bc COlt of Basic Network Elements: Theory. Modeljg
and Policy InmticatioDl, March, 1996.

(i) Hatfield: I - Hatfield Associates Inc., Tbc Cost of Basic UniYersal Service, July 1994, p.
4; n -Hatfield Associates IDe., 1bc COlt of Basic Network EJemng; 1'bcoa. ModcIinI ,00
PoliC;y Implicatiogs, March, 1996. BCM - Benclppark Cost Model: A loW Suhmiyjon by Mel
CQmmunications Inc.. NYNEX Cmporation. Sprint Cogzoration. U S West. Inc., CC Docket
No. 80-286. December 1, 1995.

(j) Industry Analysis Division. CQmmon Carrier Bureau. In;n4s in Telmbone Servia: (Federal
Communications CQmmission. May 1996), Table 6.



The third major category of costs that f111 the gap between embedded and efficient costs

are inefficiencies. These are primarily made of extremely large overhead loading assigned to

residential and basic service (including marketing and general corporate expenses). Both the

Indiana People's Counsel and the national estimates place this figure at approximately 15 percent

of the claimed revenue requirement. This works out to roughly 53.00 to $4.00 per month.

As previously noted, consumer advocates, state regulaton, and some companies believe

that there is another major category of cost misallocation. Long distance and enhanced services

utilize the network and must either have costs attributed to them or have their revenues included

in the cost/revenue calculation. The Indiana People's Counsel claimed that 30 percent of total

costs should be allocated to the toll market.

Since most cost/revenue comparisons include the federal subscriber liDe charge, we

believe that balf of the Indiana People Counsel's estimate remains misallocated. That is, the

costs associated with loop facilities used by interl.ATA long distance are included in the cost

estimates. This is compensated by the fact that the revenue associated with those uses (the

EUCL) are generally included in the estimation of basic service revenues.2I Thus, approximately

$4.S0 should be taken into account either as a cost or as a revenue (eCL plus intraLATA long

distance). The $4.S0 would be equal to the national average CCL charge of $2.50, plus at least

another $2 for iDtraLATA toll use of the network.

2ITbe IJXliana People's Counsel points out that CCL reveDJeS should also be included,
since these cover the cost of the use of the loop.
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Similarly, some of the costs of the network have been incurred to provide enhanced

services. The Indiana People's Counsel identified at least $1.30 of enhanced service revenues

which should be attributed to local to offset these cost.

Including these as cost adjustments for comparison with the TSLRIC studies is

appropriate since those studies include switching and transport costs that are appropriately sized

for local traffic, not long distance. Although TSLRIC studies include the full range of

fuDctionalities associated with all services that can be provided over the network (local, long

distance and enhanced) strive to exclude the marketing and other expenses (like marketing costs)

associated with these services.

c, CONCLUSION

The bottom line on Table 1V-2 is legitimate costs of local services. As the Washington

and Iowa Commissions have recently found and the settlement in the Indiana case indicates,

these costs are covered by local rates. In summary, there· is simply no basis for the claim that

embedded costs should provide the basis for radical rate rebalancing or that universal service

requires rate rebalancing. Even in a competitive market, the local exchange companies will be

able to recover the costs of efficiently provided local service.

Because rate rebalancing could have an extremely large impact on the price of basic

service and there is such strong evidence that the claimed embedded costs are far above efficient

costs, the Commission must take a very bard look at the costIprice data underling proposals for

rate rebalancing. As described in Section vm, PURA 9~ is inconsistent in its treatment of cost

analysis and data. On the ODe band, the law clearly intends to ensure reasonable rates (i.e. rates
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the do not embody excess profits) for efficient services (inefficiencies should not be included)

that are fair and free of cross subsidies and not anti-eompetitive (Le. must not allow prices

below incremental costs or services to use facilities for free).29 On the other hand, the law does

not subject telephone company cost studies to thorough regulatory oversight for at least some

purposes. 3O For the purposes of Subtitle J: Competitive Safeguards, costing and. pricing cannot

be subjected to a contested case, although for other purposes under PURA 95, there is no

prohibition on contested cases. We believe that any proposal to rebalance races should be subject

to a contested case and should not be considered under Subtitle 1.

y. THEBE IS NO I.EGAL BASIS FOR RATE BERMANCJNG AND
STRANDED COST RECOVERY

The local exchange companies invariably link universal service, rate rebalancing and.

stranded investment together.

Under this regulatory compact, the Company bas been assured full
recovery of all its prudendy incurred investments over a lODger period of time
than what is required in a competitive marketplace. 'Ibis situation existed to keep
basic exchange service rates lower in order to accomplish the Commission's
universal service goal. 31

The Commission should also reject the premature and unfounded claims that are likely

to be made about stranded investment.

29See Section vm below for a discussion of these principles in the law.

JOFURA §3.457.

31GTE Oklahoma, "Universal Service in a Competitive Environment, " p. 24. See also,
SWBT Initial, p. 24.
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A, NEW OPPORTUNITIES TO RECOVER COSTS

The fact that the difference between embedded costs and efficient costs can be largely

explained by excess profits, inefficiencies and strategic investments, actually suggests that we

should expect to see these costs competed away as competition increases. They should not be

shifted onto basic services, which are likely to be the least competitive of all services.

Moreover, a large part of these costs may actually be recovered, legitimately, in new

markets. Many of the strategic investments and much of the excess capacity bas been deployed

to support advanced busine and video services. Tbese markets will be made more readily

available under the 1996 ACl.

As Table V-I shows, the markets which have been opeoed to local exchange companies

equal or exceed the current markets in which these companies provide services. It is absolutely

clear that the opportunities they gain equal or outweigh any additional risk they encounter. Not

only bas the long distance market been opened to the LEes, but entry into the cable market bas

been eased. Moreover, the cessation on approval of I-plus competition for intraLATA long

distance actually protects one of their markets from competition in the near-term.

It is even more importaDl to realize that the very joint and common costs that the LECs

claim they could not recover UDder the FCC's contemplated pricing approach to unbuDdling of

network facilities, they could easily recover in the new liDes ofbusiDess. For example, the most

highly developed video dialtone proposals submitted to the FCC showed that joint and common

costs between video and telephony would be in the range of 60 to 7S percent. Certainly long

distance service will entail at least this level of joint and common costs. Excess switching

capacity and fiber trunkina can be used to provide lona distance service. Efforts by several of

the companies to merge will assist in the utilization of these strategically deployed facilities to

enter the long distance market.



TABLE V-I:
LEC RISK AND REWARD IN THE 1996 TELECOMMUNICATIONS ACT:
(Billions of Dollars)

GREATER RISK GREATER REWARD/LESS RISK

LOCAL EXCHANGE 42

PRIVATE UNE, 24
CELLULAR, MISC.

ACCESS 3S
INTRALATA 13

CABLE 21

INTERLATA 67

MANUFACTURING 10

TOTAL 101 111

SOURCES: 1Ddustrial Aoalysis Division. TrmIa in 1'eJo»hoDc service, Federal
Communications Commission, May 1996, Tables 30,31,32; U.S. Department of Commerce,
Industrial Outlook: 1994, estimate of telecommunications network equipment.

B. STRANDED JNYISTMINT

The case which tile LEes cite most often as tile basis for tbeir legal argument for

stranded investment is DuQuesne Uam Compagy v. Barisch.31 In their discussion, the LECs

have miMed one importaDl po~ the utility lost the case. Although the justices made many

32Duqyeme Liahl Company v. Barisch, 109 S. Ct. 609 (1989).
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pronouncements about how regulators should treat utilities, in the end, they found that there was

no taking and the utility should not recover the costs it was claiming.

The facts of that case were actually much more favorable to the utility than the facts the

Commission is likely to encounter in any takings case brought by a local telephone company.

In that case there were specific costs associated with a nuclear power plant that was built and

which the company claimed was a prudent cost. A Pennsylvania appeals court disallowed

recovery and the Supreme Court upheld their decision.

The utility in that case bad no opportunity to recover the costs which had been

disallowed, but the Supreme Court upheld the lower courts decision anyway. Under the 1996

Act, the LECs have massive revenue opportunities in markets which were previously closed to

them. The arguments for a taking under the 1996 Act, therefore, are far weaker than the failed

arguments made by the utility in Duuesoe.

Up front revenue replacement for lost opportunities aDd compensation for stranded

investment lacks any empirical, tbeoretica1 aDd legal justification.

1. Empirical Analysis Does Not Support the Claim for Revenue Replacement
and Compensation for Stranded Investment

There is no reason for the Commission to conclude that stranded investment currently

exists. There is no reason to believe that every asset deployed by the companies was deployed

to meet a social obligation. There is no reason to believe that the value of every asset which

has not been fully depreciated when technology renders it obsolete was undermined by a social

policy of underpricing. On the other band, there is &004 reason to believe that the companies

have already been substantially compensated for any risks of underrecovery of the value of the

assets they wish to declare stranded.
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There is no reason that the Commission should conclude that stranded invesanent will

soon exist. There is no demonstration that assets wiH underperfonn and revenue deficiencies

will develop as a result of regulatory changes. There is no demogsttatiQn that assets will

underperfQrm Qr that revenue deficiencies will develQp as a result Qf whatever market changes

take place.

There is no reason that the CQmmissiQn should CQnciude that, even if SQme invesanent

is stranded, a new regulatory mechanism must be implemented tQ handle it. There ii..m

demQnstratiQn Qf any cQmpany specific revenue deficiency in the aggregate. There is not eVen

a demonstration Qf a revenue deficiency in the specific exchanges which are said to be creating

the social QbligatiQn.

2. Ecoaomic Theory Does Not Support the Claim for Rel'enue Replacement aDd
Compeasadoa for StraDded lD,estweDt

AllQwing LEes the right to claim and recover "stranded" investment is not necessary tQ

ensure the confidence Qf capital markets in LEe investments. The write off of assets is a

frequent occurrence in competitive industries. Although investors would like social insurance

funds to ensure them apinst the stralXlina Qf any inVestmeDl, they understand the risks and

rewards and do not require such funds for all investmeDl. 1bese risk premiums have already

been reflected in the handsome returns earned by incumbent local excbaJlle companies.

These costs would not be recovered in a competitive marketplace nor should they be

recovered UDder any reasonable theory of economic regulation.

• A persistent pattern of excess profits earned by the LEes bas
existed for a decade.
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